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 In Stoneridge, the Supreme
Court ruled that businesses
may not be sued in private
securities fraud lawsuits
unless they themselves make
deceptive statements or acts
directly relied on by investors.
T
 he Court sought to shield
parties in “the realm of
ordinary business operations”
who do not attempt to “affect
securities markets” from the
risks and costs associated
with private shareholder
litigation.
T
 he SEC and Justice
Department may still proceed
against businesses that
participate in fraudulent
schemes or otherwise “aid
and abet” fraud.

Stoneridge: No Private Liability for Securities Fraud
Absent Investor Reliance
On January 15, 2007, in Stoneridge Investment Partners v. Scientific-Atlanta, a 5-3 ruling, the
U.S. Supreme Court sharply limited the ability of investors to sue companies doing business
with the public company in which they invested – i.e., customers or suppliers – for securities
fraud. While they may still be subject to criminal penalties or civil enforcement action by the
SEC, these “ordinary businesses” may be sued by investors only if they themselves make
deceptive statements or acts that the investors directly relied on, as opposed to simply
knowing about or even participating in the public company’s underlying fraudulent scheme.
Stoneridge involved an alleged scheme by a publicly-held cable television company, Charter
Communications, to inflate its reported revenues with the alleged assistance of two of its
vendors, Scientific-Atlanta and Motorola. According to the plaintiffs, Charter agreed to pay
Scientific-Atlanta and Motorola inflated prices for set-top cable boxes in exchange for the
vendors agreeing to buy advertising from Charter at far higher rates than usual. The vendors
allegedly backdated contracts and falsified other documents to help Charter improperly book
the advertising “purchases” as revenue. The price of Charter’s stock ultimately collapsed after
a series of fraudulent accounting practices came to light.
The plaintiffs in Stoneridge sought to hold Scientific-Atlanta and Motorola liable as participants
in Charter’s fraud under § 10(b) of the Securities Exchange Act of 1934 and SEC Rule 10b-5.
(Neither vendor had misrepresented its finances to its own shareholders, and neither had
made any misrepresentations directly to Charter’s shareholders.) Section 10(b) and Rule
10b-5 make it unlawful to commit a manipulative or deceptive act in connection with the
purchase or sale of securities, and for decades courts have recognized an implied private right
of action for damages under these provisions.
However, in its 1994 ruling in Central Bank of Denver v. First Interstate Bank of Denver,
the Supreme Court rejected § 10(b) liability for actors who “aid and abet” fraud. Congress
subsequently authorized “aiding and abetting” liability for actions prosecuted by the SEC, but
not for private investor lawsuits.
In Stoneridge, the investors relied on the theory of “scheme liability,” in which participants in
a fraudulent scheme may be held responsible even if they did not make any statements to
the investing public. The Court, in a 5-3 ruling, first observed that the investors were correct
in arguing that that “deceptive conduct” may be sufficient to establish liability; there does not
have to be “a specific oral or written statement,” as the court below had suggested.
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In conclusion, while Stoneridge represents the latest in a series
of victories for corporate defendants in the Supreme Court, the
win was not as big as some businesses had hoped. Deceptive
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the risk that “plaintiffs with weak claims” would try to “extort
settlements” – as well as deter overseas firms from doing
business in the U.S. (In dissent, by contrast, Justice Stevens
contended that by rendering § 10(b)’s private right of action
“toothless,” the ruling may weaken “investor faith in the safety
and integrity of our markets.”)
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